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RECAP SUMMARY

During the 2nd Quarter of 2022 we experienced a continuation of the themes we noted in the 1st Quarter.  The dramatic 
appearance of inflation after 40 years stimulated the Federal Reserve to take significant action to bring inflation down.  
Their course of action was to increase the Fed Funds rate, and allow the bonds which the Fed had purchased over the last 
decade to mature.  The purpose of increasing the Fed Funds rate is to influence all lending rates upward, making it more 
expensive for consumers and businesses to borrow, thus dampening consumer purchases, and business expansion.  The 
purpose of allowing bonds held at the Federal Reserve to mature is to remove money from the economy.   By removing 
money, the Fed intends to lower the money supply, and “mop up” the excess funds in the system.  These two moves have 
a direct influence on bond prices, and the general level of equity prices, as investors try to discern the present as well as 
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the future. This resulted in the second consecutive quarter of negative returns in equities, and the S&P 500 closed in bear 
market territory with a decline of over 20%.  For the quarter, the S&P 500 declined by 16.5%, small cap stocks declined 
by 14.45% and mid cap stocks declined 16.19%.  International equity also decreased, as the MSCI/EAFE index declined 
15.41% for the quarter. 

The U.S. economy continued to struggle with higher-than-expected inflation, as the Consumer Price Index (CPI) hit a 
40-year high of +9.1% in June.  As a result, the Federal Reserve became much more hawkish with monetary policy. In 
June, the Federal Reserve raised the Federal Funds rate again, this time by 75 basis points to a range of 1.50-1.75%, which 
was the largest one-time rate hike since 1994.  They are also expected to raise the rates at least another 75 basis points in 
the meeting on July 27th.  According to the CME Group’s Fed watch tool, there is a 90% probability that the rate will be 
between 3.25-4% by the end of the year, which is above previous estimates.  Due to these moves, we saw 10-year Treasury 
bonds increase in yield from 1.24% on January 1, 2022 to 2.97% by the end of the quarter.  At its peak in mid-June, the 
10-year Treasury yielded 3.48%.  Overall, for the quarter, the yield curve for treasury bonds flattened out considerably with 
some inversion, which is an indication that a recession that may be looming in the near future.  Inversion occurs when 
short term rates are higher than longer term rates.

As a result of the increase in interest rates, bond fund valuations were also under continued pressure with share prices 
declining for intermediate term bonds of about 7% for the quarter.  Shorter term bond funds were affected to a lesser 
degree with share values declining approximately 5%.  When recessions are a function of an overheated economy and 
richly priced equities, we would see bond valuations rise. However, in this cycle, the pressure facing the bond markets 
is directly due to the Fed’s action with respect to inflation, i.e., raising interest rates.  The good news for bonds moving 
forward is that yields are now materially higher and should produce greater income. 

Exacerbating concerns of global inflation, the Russian invasion of Ukraine continues to put pressure on supply chains 
of energy and agricultural exports. Global sanctions on Russia from the West have restructured some of the global trade 
agreements and rerouted supply lines especially relating to energy.  The Focus of the Russian invasion has moved from 
taking the country in its entirety to the eastern province of Ukraine where outcomes remain uncertain.  

U.S. EQUITY VALUATIONS

Valuations for U.S. Equities in the S&P 500, as measured by the Forward Price to Earnings (PE) ratio, has come down 
from 23 at the beginning of the year to 16 at the close of the quarter.  This is below the 25-year average of about 17 times.  
Dividend yields have risen to 1.76%, closing in on the 25-year average of 1.99%.  Corporate earnings continued to grow at 
6.7% from the beginning of the year, with consensus analyst expectations of future growth for the following three years. 
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The classical definition of a recession is two consecutive quarters of declines in the U.S. Gross Domestic Product (GDP).  
There is market concern that a recession could cause a decline is corporate sales, leading to declining growth in earnings. 
Generally, an earnings decline is followed by a decline in stock price.  So far, U.S. corporations have been able to maintain 
significant profitability, by passing along much of their cost increase to its customers without losing much in sales volume.   
However, the year-to-date decline of the S&P 500 of approximately 21% demonstrates how the inflation concerns are 
significant, as investors are concerned not just about the present but the future.  Growth stocks are defined by rapidly 
growing sales and earnings.  Analysts value the growth companies by taking their estimates of earnings over the next 15-
20 years, and discounting those earnings back to the present.  The discount rate used in the calculation is a function of 
the 10-year treasury bond rate.  When the 10-year bond was ½ of 1%, growth stocks were highly valued.  As the 10-year 
treasury bond rate increased to over 3%, the growth stocks became much less valuable.

When looking at the above referenced chart, it becomes apparent that the recent pull back in equity prices for the first 
half of the year brings the longer-term trend line of share appreciation back into a more reasonable trend.  From 2020 to 
the end of 2021, price appreciation growth had outpaced any other time in the past 30 years, and the S&P 500 gained 
90% in the three years ending December 31, 2021.  Market valuations tend to overshoot in good times and bad, and it will 
be interesting to see if this market settles back to the trend line or if it will fall below.  One interesting note of this most 
recent market pullback is that the concentration of the S&P 500 valuation by the 10 largest companies (9 technology 
companies and Berkshire Hathaway) has been reduced from 32% to 28%.  In addition, the revenues from the largest 10 
companies in the S&P 500 now represents roughly 21% of the earnings, as compared with almost 32% of the earnings a 
year ago.  That adjustment provides deeper diversification to the market and puts things on an overall healthier path.  
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CONTINUED INFLATION  

As mentioned in our previous report, from 2020 to 2022, the government spent an enormous amount of money to help 
fill the government mandated disruption of economic activity due to COVID-19. The Federal Reserve supported this 
effort by purchasing almost $5 Trillion worth of bonds, with an estimated $2.1 Trillion finding its way into excess savings 
and financial markets.  When consumers were given the “all clear” signal in 2021, their pent-up demand resulted in 
supply chain disruption.  We’ve seen that significant number of U.S. workers who went home during the pandemic did 
not return to the labor force.  Many have just retired, and others are currently able to meet their needs without working.   
The Russian invasion of Ukraine added fuel to the fire on a global basis.  Initially the Federal Reserve indicated that the 
inflation would be “transient” but has since acknowledged that their forecast proved to be inaccurate.  As a result, they 
changed their policy objective from being “supportive of the economy” to fighting inflation. They accomplish this by 
raising the Federal Funds rate allowing bonds held by the Fed to mature.  As we noted previously, this strategy deemed 
“quantitative tightening” is designed to destroy demand and shrink the money supply in an effort to control inflation.

Since the first part of the year value stocks have outperformed growth stocks significantly. The large-cap growth index 
declined 22.5% during the quarter while the large cap value index declined only 10.7%.  As we previously noted, growth 
stock valuations are more sensitive to interest rates.  Value stocks have more “pricing power” to pass along to consumers 
especially in sectors such as energy, consumer staples, healthcare, and financials.  Over the past decade, growth stocks 
have outperformed value significantly, but in the current environment that is not the case.

The two charts shown above illustrate the historical impact of current price-earnings ratio on future returns. The left 
chart indicates that there is a large dispersion of results in a 1-year period.  However, when you look at subsequent 5-year 
annualized returns, it becomes evident that there is a clear correlation of returns with the PE ratio. On average, at 15.9x 
pricing level the subsequent 5-year returns have been approximately 8-10%, at least as observed in the past.  
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Inflation has intrinsic momentum, as 
companies start to build in pricing increases 
to keep earnings in line with rising costs.  
The table to the right demonstrates how 
the rising cost of energy can have a wide-
ranging ripple effect in the cost of other 
goods and services.  Until energy prices 
begin to subside, we do not expect to see 
significant relief in inflation.  There are 
several scenarios that could offer relief, 
including a change in domestic energy 
policy, a cease fire in Ukraine, and of course 
a recession could cause less demand on 
energy and lower prices.   

Inflation is not a problem unique to the U.S., as 
countries around the world are also grappling with it 
as a result of their government shutdowns related to 
COVID-19, supply constraints and central bank money 
printing. The largest western developed countries have 
been experiencing inflation over the past year, with the 
U.K. having the highest increase, and the U.S. close 
behind.  The World Bank estimates that the U.S. and 
Germany will have inflation rates of approximately 
3.5% in 2023 while the U.K. will experience rates in 
excess of 5% throughout next year.  

Inflation by Country: 2008-2022

SPOTLIGHT ON HOUSING

Consumer spending makes up approximately 68% of the U.S. GDP. Housing makes up almost 5% of GDP, making it a very 
important driver of personal wealth and consumer confidence.  As of April 2022, annual price appreciation peaked out 
at 20.4% trailing 12 months, while the 40-year average of price appreciation is 4.4%.  Appreciation levels really started to 
spike as a result of the pandemic as the numbers of houses available to sell fell, and interest rates bottomed out to a 40-
year low.  As a result of overall federal reserve policy and the expectation of higher interest rates, the average 30-year fixed 
rate mortgage rose to 5.5% in June, which is almost double what it was a year prior. While this is still below the average 
rate of 7.1% over a 40-year period, it may have the effect of slowing down the activity of purchases and is expected to slow 
price appreciation. As of May, there were 1.4 million housing units for sale, which is far below the long-term average of 2.4 
million units.  Economist at Freddie Mac have projected that price appreciation will slow in 2023 to approximately 3%.  At 
the same time, the combination of high prices and high mortgage rates has made housing much less affordable.  We have 
noted a shortage of housing for the next generation (the Echo Boom), but if prices remain elevated, and mortgage rates 
stabilize in the 5-6.5% range, it will be difficult for this generation to secure their first home, absent parental assistance.  
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IMPACT OF POSSIBLE RECESSION

One of the best indications of a coming recession has been to observe an inversion in the yield curve for bonds. Higher 
short-term rates than longer-term rates means that investors believe that rates fall in the future as a result of the economy 
slowing and the Federal Reserve needing to provide accommodative policy. While the rate inversion is currently very slight 
and the yield curve is relatively flat, we have seen this phenomenon briefly over the past two months.  You can see this 
in the back page of the report, as the 5-year Treasury rate was 3%, and the 10-year rate was marginally lower at 2.97%. 
Several of the large investment banks have recently provided their odds of a recession in the next 12 months:

While unpleasant, recessions are generally considered to be a natural and healthy occurrence in any given economy. The 
key is for them not to be extended but to help reign in economic slack, malinvestment, and potentially an inefficient labor 
force.  In this case, a recession would be potentially a treatment to dealing with current inflation.  The possibility also 
exists of some stagflation, which occurs when an economy experiences low or negative GDP growth at the same time as 
it is experiencing inflation.  This would certainly not be the desired intent of government or Federal Reserve policy. The 
risk of a recession has certainly influenced the price declines in equity markets so far this year. As of June, the Consumer 
Confidence Index as taken by the University of Michigan reflected the lowest level since 1980. This may indicate that the 
market has already priced in a considerable amount of downside risk as it relates to a recession. It may also indicate that 
behaviors are starting to change which can help to drive down inflation and restore price stability which is an essential 
component of a healthy economy.
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The above referenced chart shows the length and severity of the past recessions over the last 100 years.  The most recent 
recession due to the pandemic was a 10.1% decline in real GDP. That is significantly worse than the financial crisis, when 
GDP declined only 4%.  In terms of the duration, the average recession lasts slightly over one year, while average times 
of expansion last almost 4 years.  The takeaway here is that recessions have come and gone, and the modern market 
has always recovered to reach new highs each time.  It is extremely difficult to predict the duration and severity of each 
recession, therefore we take prudent steps to prepare for uncertainty as a starting point.  Successful investing takes resolve 
over the long-term through various economic periods of expansion and contraction.

In summary, it is our view that the U.S. economy will continue to battle stubborn inflation over the remainder of the year. 
We believe that lower consumer confidence along with an inverted yield curve indicates a higher likelihood of a recession 
sometime within the next 12 months. We expect that the Federal Reserve will continue to raise rates until inflation is 
shown to be under control again and heading down to more acceptable levels.  While bond valuations have suffered this 
year because of higher interest rates, we expect them to provide higher yields to compensate investors.  Low affordability 
will put downward pressure on the rise of housing. Labor markets should improve with slower hiring.  Considering all 
these factors, the case for investment in a balanced portfolio continues to be strong in light of the long term and current 
valuations.  We should be prepared for short term volatility, and look for a resumption of strong markets in the future.


